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Government Spending 
and Recovery 


CATHERINE G. RUGGLES 
Department of Economics, University of Illinois 


JOR TEN years this country has 
+ been faced with the problem 
- of unemployment and depres- 
m. In recent months there has 
en a very substantial recovery in 
siness, but there is still much un- 
ployment. During this last dec- 
€ private business has shown an 
willingness or an inability to re- 
ver its position of dominance in 
> economic life of the country. 
r many reasons, none of them 
arly understood, it does not seem 
le to regain its fortmer self-con- 
ence. The question in many 
nds today is why our economy, 
iit along the same lines and hav- 
* at its disposal the same re- 
irces as during the years of our 
satest prosperity, fails to operate 
full capacity. 

Almost immediately when condi- 
ns began to go from bad to worse 
the early months of the depres- 
nm, there was a demand that the 
vernment should take command 
the situation and assume many 
the functions usually performed 
business. And, as business has 
nained impotent, whether or not 
it fact can rightly be attributed 
certain measures and activities 
the government, the demand that 
» government’s role in our econ- 
y must be a more controlling one 
3 been voiced more often and 
re insistently. The primary ob- 
tive has been recovery, and the 


means most frequently and most 
strongly urged to promote it have 
been large government expendi- 
tures. 

Government spending financed by 
borrowing has been regarded from 
two different points of view in re- 
cent years. It has been regarded 
by some economists as a means of 
preventing employment and _ pur- 
chasing power from dropping to as 
low a point as they might have 
reached in the absence of such 
expenditures. According to this 
theory, which has the support of the 
English economist, John Maynard 
Keynes, the expenditures of the 
government would increase incomes, 
the spending of the newly created 
incomes would stimulate production, 
increased production would mean 
still larger incomes, and the process 
would continue, with the increase in 
income and the growth in produc- 
tion stimulating each other in turn. 
Since some of the newly created in- 
come in each instance would. be 
saved or used to pay debts and not 
spent for consumption purposes, the 
stimulus to production, and there- 
fore to a further growth in income, 
would become progressively less. 
This theory has come to be known 
as that of the multiplier, because 
it holds that a given expenditure by 
the government will be multiplied 
a certain number of times, depend- 
ing upon the conditions in each 
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case, in the expenditures of private 
business—i.e., that the income and 
employment created by the govern- 
ment will be multiplied a certain 
number of times in the ensuing ex- 
penditures of private business. As 
Professor J. M. Clark of Columbia 
University, among others, has 
pointed out, government expendi- 
tures according to the multiplier 
theory are “self-multiplying but not 
self-perpetuating.” It is recognized, 
in other words, that the stimulus 
given by government expenditures 
will finally disappear. Government 
spending has been regarded by 
others as a force that would stim- 
ulate business or “prime the pump.” 
According to this theory, govern- 
ment expenditures would set in mo- 
tion forces that would continue to 
operate for an indefinite period 
after the expenditures themselves 
had ceased. Probably no economic 
theory current today has so large 
and vocal a group of adherents as 
the theory that large expenditures 
by the government are necessary 
for business recovery. 

The question of the extent to 
which purchasing power may be 
created by the government expendi- 
tures financed by government defi- 
cits—i.e., government borrowing— 
is one vital to any discussion of this 
subject. That government expendi- 
tures should be financed by loans 
and not by taxes is generally con- 
sidered necessary if the result is 
to be a net creation of purchasing 
power. Taxes are likely to take in- 
come that would have been spent 
anyway, and thus merely substitute 
expenditures by government for ex- 
penditures by individuals, whereas 


loans are more apt to tap idle fur 
and income that otherwise wo 
not have been spent, and thus | 
crease the total amount of expen 
tures. The funds secured throu 
the issue of notes and bonds by | 
government are used to finance g 
ernmental operations of vari 
sorts—ordinary activities, extra 
dinary activities, direct relief p 
ments, public works—and appear 
someone’s income. According to 
theory of the multiplier, consur 
tion increases with the growth 
incomes, and the production of 
larger volume of consumers’ go 
will necessitate repairs and repla 
ments of capital goods very s 
if not immediately; these repé 
and replacements will lead to r 
investment, which will lead to 
increase in incomes and start 
process all over again. It is obvi 
that the expenditure of governm 
funds does create purchasing pov 
in the first instance. Whether 
really has the effect of a net cr 
tion of purchasing power depe 
upon its not evoking an equival 
or greater reduction of purchas 
power elsewhere in the system. 
private spending is less eventu: 
than it would have been in the 
sence of increased governme 
spending, then government expe 
tures have not fulfilled their 
pose. In a recovery such as 1 
which culminated in 1937, the 
provement in business receives 
impetus from an increase in 
sumption and not from new inv 
ment, although the latter reinfo; 
the former after it gets under y 
But unless producers have faitt 
the future they will undertake 
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Ire investment than is required 
the immediate level of consump- 
m or that which can be foreseen 
the very near future. Indeed, 
ould the government expenditures 
ve the effect of depressing the 
ospects for profit and of creating 
certainty, there may be a net de- 
uction of purchasing power, as a 
sult of the level of investment 
tually being lowered. 
According to Keynes’ theory of 
= business cycle the level of con- 
mption and the level of invest- 
ent determine the volume of em- 
yyment. The level of investment 
turn depends, on the one hand, 
on the interest rate, and, on the 
1er, upon what is known in tech- 
sal jargon as the “anticipated 
irginal efficiency of capital,’ or 
lat may be explained better to 
> Jayman as the demand for capi- 
In any consideration of the re- 
its of public expenditures, the 
ect of such a policy in raising 
2 demand for capital by promot- 
x a larger volume of consumption 
ould not be overemphasized while 
2 possibility of lowering the de- 
ind for capital by creating grave 
certainties for the future is 
1ored. 
Even if government expenditures 
mulate investment on a consider- 
le scale, it must be remembered 
it our economy is not completely 
xible and does not operate with- 
t friction. It is likely that be- 
ise of the rigidities of the vari- 
s factors of production in some 
es of production, expansion will 
t proceed at an even and steady 
e. A shortage either of labor or 
material of a certain kind or 


quality may bring the process to 
an end. If there is such a lack of 
elasticity of supply in certain lines, 
“bottlenecks” are almost sure to de- 
velop in some industries, with the 
result that the expansion can go 
no further. In other words, the 
cost of further expansion would be 
greatly in excess of that previously 
attained and so further expansion 
would be discouraged. 
The financing of government defi- 
cits, as well as their effect on the 
economy, must be considered. Govy- 
ernment deficits may be financed 
either by loans made directly by 
the banks to the government or by 
the issue of securities. Any effect 
that the making of loans to the 
government or the purchase of gov- 
ernment securities by the banks 
might have in increasing the re- 
serves of the banking system 
(which would depend upon the 
structure and regulations of the 
banking system) would be of little 
significance in starting an upward 
trend in a time like the present, 
when excess reserves are already 
large. In the case of the bond is- 
sues, the effect of government bor- 
rowing may depend in part upon 
whether the bonds are bought by 
the banks or by individuals. If they 
are bought by individuals, that ac- 
tion might be taken to indicate an 
approval of governmental policy. 
But such an inference may not be 
wholly justified, for government se- 
curities may be attractive because 
of their tax-exempt features or be- 
cause of the relative absence of 
other suitable investments during a 
depression. If the bonds are bought 
by the banks, they may be bought 
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either willingly or under pressure. If 
they are bought willingly, that ac- 
tion, as in the case of individuals, 
may mean an endorsement of gov- 
ernmental policy, or it may merely 
be the result of the relative scarcity 
of attractive investments. It may 
also indicate that the banks already 
hold such a large amount of gov- 
ernment bonds that they wish to 
support the market for those securi- 
ties. But if the banks buy the bonds 
under pressure, or if the public 
believes that to be the case even if 
it is not, the effect is likely to be a 
less happy one. The refusal of 
banks or individuals to buy the 
bonds willingly would indicate a 
lack of approval of governmental 
policy or a lack of faith in the per- 
manency of recovery that would 
have the effect of greatly reducing 
the demand for capital and there- 
fore of further postponing a revival 
of investment. 

It is generally admitted that the 
theory of the multiplier and the 
theory of pump priming have been 
important factors in recent years 
in the large deficit-incurring ex- 
penditures of the government. In 
his message to Congress in January, 
1936, President Roosevelt said, 
“Our policy is succeeding. The fig- 
ures prove it. Secure in the knowl- 
edge that steadily decreasing defi- 
cits will turn in time into steadily 
increasing surpluses, and that it is 
the deficit of today which is mak- 
ing possible the surplus of tomor- 
row, let us pursue the course that 
we have mapped.” But it is obvious 
from the events of 1937 that the 
large expenditures of the govern- 
ment in the preceding years did not 


provoke a very stable recovery. | 
particular, they did not stimulate < 
increase in investment as_ th 
should have done according to tl 
theory. | 
The events of the past few yea 
indicate clearly that those of tl 
Keynesian school, who hold that tl 
volume of investment depends upc 
the demand for capital and the ra 
of interest, have overestimated t' 
effect of increased consumption | 
a result of government expenditur 
in raising the demand for capit 
and have greatly underestimated t 
effect of large government expen 

tures and government deficits 
lowering the demand for capit 
Unfortunately, decrying the attitu 
of business men, scoffing at the 
fears of the future, characterizi: 
them as economic royalists a’ 
tories, and berating them becau 
they are paralyzed by uncertair 
and apprehension will do nothing 
raise the demand for capital a 
promote investment. At a rece 
symposium in New York on t 
subject of government spending a 
recovery, one economist made t 
statement, “It is true that we mt 
cope with a ‘psychological frontie¢ 
with the fact that what the ecc 
omist sees as phantoms are oft 
regarded by the business man | 
reality. The way to deal with 
phantom is to recognize it as su 
not to let it rule our actions.” T 

attitude ignores the fact, howev 
that whether there is a true ba 

for such fears or whether they 
wholly fanciful, in either case ‘ 
form a very real basis for action 
the business man. Indeed, we mi 
say that if the business man alwz 
: 


‘ted only on the basis of what was 
tually true, implying that he could 
e far enough into the future to 
iow what was true, we might have 
) more business cycles, or, at least, 
ey might be much less marked in 
eir intensity. If the business man 
sted only on the basis of what was 
‘tually true, or rather on the basis 
' what time would prove to be 
ue, and not on what he believed to 
true, or on what some economists 
ll phantoms, there would be no 
ilding of excess capacity, no pro- 
iction greater than the amount the 
arket could absorb, and none of 
e other situations that character- 
e the present-day business cycle. 
| an individualistic economy such 
; ours, in which the business man 
mself takes the final responsibil- 
y, he must of necessity act upon 
hat he believes to be true, and not 
on what some one else tells him 
true. Those who believe that his 
inions and ideas are wrong can 
ily seek to change his mind; rep- 
manding him for acting on the 
sis of his own beliefs will be of 
y avail. A fundamental require- 
ent for the success of the business 
an, and consequently for that of 
e whole economy, is the building 
» of confidence and of a belief 
at the potentialities and resources 
individuals and of the system are 
ual to any obstacles and prob- 
ms that the future may present. 
ich a feeling is absolutely essen- 
il if the economy is to continue 
be operated by individuals as 
ch; lacking it, governmental con- 
1 of all economic life is unavoid- 
le. It has long been recognized 
psychologists that whatever the 
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capacities of the individual may ac- 
tually be, a certain minimum of 
self-confidence and self-esteem is 
essential to successful living; with- 
out that minimum there is apt to be 
a complete disintegration of the in- 
dividual personality. Likewise with 
business; business as such must 
have faith in its own ability to 
overcome the obstacles it sees in its 
path or it too will disintegrate. 

Just what disturbs business most 
at present is difficult to say. The 
growth of the public debt, the in- 
evitability of heavier taxes in the 
future, the depressing effect of cer- 
tain taxes in operation today, the 
threat of government competition 
with private industry—all these are 
disquieting factors. 

The Administration has tried to 
quiet any fears that might arise 
from contemplation of the size of 
the national debt by assuring the 
public that since the debt is owed 
internally, the payment of interest 
on it will not be an actual burden 
to the economy, but will merely 
represent a transfer of income 
among individuals. Taxes will be 
collected from some people and paid 
to other people in the form of in- 
terest on government bonds. In his 
speech before the American Retail 
Federation in May, 1939, the Presi- 
dent said, “Our national debt is 
after all an internal debt owed not 
only by the nation but to the nation. 
If our children have to pay interest 
on it they will pay that interest to 
themselves.” It is true that a dis- 
tinction can be drawn between an 
internal and an external debt. This 
distinction was of more importance, 
however, in the days before the 
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World War, when our banking and 
monetary system was more closely 
tied to gold reserves and to gold 
flows than is the case today. If 
payments from foreigners to this 
country and payments by this coun- 
try to foreigners are in balance be- 
fore a loan is made, the payment of 
interest to foreigners on that loan 
will involve an outward flow of 
gold. Such a flow was more im- 
portant in years gone by, when an 
outward flow of gold meant a re- 
duction of bank reserves and a con- 
traction of credit than it is today, 
when bank reserves stand at a rec- 
ord height and the relation between 
the volume of reserves and the 
volume of credit is much less direct. 

The emphasis on whether the 
debt is internal or external, how- 
ever, obscures the more important 
question of the effect that the pay- 
ment of taxes for any purpose 
whatsoever may have upon the na- 
ture and functioning of the econ- 
omy. Not only must larger pay- 
ments of interest mean heavier 
taxes (on business as such or on 
individuals) but they must also 
mean that the government is given 
control over the disposition of a 
larger proportion of total income. 
When the government begins to as- 
sume direction of more than 25 per 
cent of the national income, it 
comes to be a dominating factor in 
the economic life of the nation. The 
conclusion does not follow that such 
a result is undesirable. Certainly 
the viewpoint cannot be defended 
today that that nation governs best 
that governs least, and that the less 
the participation of the government 
in the economic life of the country 


the better. But on the other ha 
the statement that it “makes 
difference” how great our natior 
debt is since that debt is an interr 
one is certainly erroneous inasmu 
as a continual increase in the de 
even though that debt is an interr 
one, may mean a significant chan 
in our economic system. 

Of more importance today th 
the proportion of the debt that. 
owned internally or externally 
the fact that taxes must be levied 
pay the interest on the debt, regat 
less of who owns that debt; a 
these taxes will not be less burde 
some to the individuals paying th: 
if they are paid to one group 
creditors rather than to anoth 
The payment of interest on 1 
debt, whether that debt is own 
internally or externally, may me 
a redistribution of the national 
come, if the individuals who pf 
the taxes are different from th« 
who receive the interest on 1 
bonds. A redistribution of incor 
whether it results in a more or 1] 
even distribution, is too import 
a matter to justify the statem 
that it “makes no difference” h 
great our national debt is since ft! 
debt is an internal one. And, 
though there will be no redistril 
tion of income if the same indiv 
uals pay the taxes and receive — 
interest, yet those taxes may be 
a sort to discourage enterprise 
at least, to direct it into differ 
and probably less risky chann 
Even if the taxpayers and the bo: 
holders should be the same indiy 
uals, it is very doubtful that 
individuals concerned would be ¢ 
nizant of that situation, or that tl 


ould consequently find their taxes 
ss burdensome. 

It does not follow, of course, that 
ir economy could not bear a pro- 
rtionately heavier burden of tax- 
ion than it has borne to date. The 
tm of taxation, however, is equal- 
as important as the proportion 
national income that is taken in 
xation. As Adam Smith pointed 
it one hundred and fifty years ago, 
uch heavier taxes can be borne if 
ose taxes are certain, convenient, 
id without adverse effects on in- 
istry than if they are disturbingly 
icertain and unduly oppressive in 
eir very nature. 

There have also been those who 
Juld quiet the fears of business 
en in so far as the growing public 
bt is concerned by telling them 
at our total debt is no greater 
an in the days before the New 
eal, because public debt has mere- 
taken the place of private debt. 
it, as has already been indicated, 
e problem of taxes—their effect 
| business, on enterprise, on the 
stribution of income, and on the 
De of economy we are to have— 
involved. Moreover, in the ma- 
rity of cases a private debt is not 
surred unless the individual in- 
rring the debt has sufficient ca- 
city for meeting the payments on 
at debt; in other words, there is 
me correlation between the debt 
rden and the ability to meet that 
tden. The same cannot be said in 
2 case of public debt. When an 
dition is made to the public debt, 
> kind of taxes that will be levied 
meet the payments on the debt is 
\blematical. The benefits from 
blic investment may be spread 
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fairly uniformly over the commun- 
ity while the taxes to pay the in- 
terest on that investment may be 
levied on one particular group of 
individuals; or the situation may be 
just the reverse. In any case, it is 
unlikely that the taxes will be 
levied on individuals in proportion 
to the benefits that they receive 
from the new investment. Without 
taking account of all these factors 
it is impossible to say whether or 
not the substitution of public debt 
for private debt will mean any 
change in the aggregate debt burden. 

All of this discussion assumes, of 
course, that the funds borrowed by 
the government are used for pro- 
ductive purposes and are not 
wasted, for it is obvious that if they 
are used unproductively, the na- 
tional wealth, and consequently the 
national income from which all 
taxes must be paid, will be de- 
creased. It must be recognized, 
however, that the public debt may 
be used productively—i.e., may not 
be wasted—without at the same 
time increasing the income-produc- 
ing capacity of the country; in 
other words, it may add to psychic 
income without adding to monetary 
income. For example, the attain- 
ment of a certain standard of hous- 
ing will undoubtedly add to the in- 
come-producing capacity of the 
country by improving the efficiency 
of labor; but raising the standard 
of housing above a certain level 
probably will not greatly increase 
the income-producing capacity of 
individuals or of the country, al- 
though it may increase national 
welfare a great deal. The same 
may be said to be true of parks, 


playgrounds, and recreational facil- 
ities. Some public improvements 
will increase the monetary income 
of the country by improving the 
efficiency of labor while others may 
increase national welfare a great 
deal without changing national in- 
come significantly. The distinction 
between investments that increase 
national income in a monetary sense 
and those that increase national 
welfare is important, for it is out 
of monetary income that taxes must 
be paid. As long as our tax burden 
is as heavy as it is, we can afford 
only a certain amount of investment 
that adds to national welfare with- 
out increasing monetary income. 
Our standard of housing is so low, 
and our need for better and safer 
roads, and for more public parks 
and playgrounds, so great, however, 
that public investment can probably 
be made along these lines for some 
time to come with a noticeable in- 
crease in monetary income. 

The Administration has also tried 
to quiet the apprehensions of busi- 
ness men on the score of public 
spending by assuring them that 
once the national income has been 
raised to 80 billion dollars or higher 
as a result of public spending, no 
increase in rates of taxation will 
be necessary, because at that level 
of income our present tax structure 
will produce enough revenue to bal- 
ance the budget. In the early stages 
of recovery, however, the revenue 
from taxation cannot be expected 
to increase in the same proportion 
as national income. In estimating 
how much the increase in revenue 


will be with any given amount of. 


increase in the national income, 


various factors must be consider 
In the first place, nothing like 
proportionate increase in reven 
may be expected from the incor 
tax. Any substantial increase in n 
tional income is likely to be accor 
panied in the first instance by a d 
crease in unemployment. That is. 
say, the growth of income is apt 
be relatively much greater for tho 
formerly unemployed, and for tho 
whose incomes are within the e 
emptions allowed or whose incom 
fall in the low brackets, than f 
those whose incomes are larger a: 
subject to higher rates of taxatic 
In the second place, some consider 
tion must be given to the questi 
whether with larger incomes peot 
will spend more for tobacco, liquc 
and gasoline, since the taxes | 
these commodities are an importa 
source of Federal revenue, 
whether only a small part of the 
increased income will be spent i 
such things, and more of it f 
other commodities and services r 
subject to such heavy taxation. 
assume that our revenue will | 
crease proportionately with our r 
tional income is unwarranted. 
Whether or not the budget w 
be balanced in the near future 
not clear. Although some ecor 
mists believe that a permanently uv 
balanced budget might be desirab 
few if any would advocate a bt 
get as much out of balance as tt 
of the United States has been 
recent years; and though so: 
would have no objections to 
steadily growing public debt, f 
would be undisturbed by a const 
increase in the debt as rapid as tl 
of recent years. Although th 


ay be some business men who 
ould not object to a slow but 
eady increase in the public debt, 
lere are practically none who 
juld look forward to an unbal- 
aced budget for an indefinite pe- 
od of time with equanimity. For 
le reason, if for no other, that 
mnditions must be such as to afford 
ie business man a certain amount 
f confidence in the future, the bud- 
>t must be balanced in the not too 
stant future if our economy is to 
mtinue to be dominated as it has 
sen in the past by private in- 
iative. 

From recent discussions of the 
ibject and from the experience of 
le last few years it seems that 
Nvernment expenditures will lead 
) some increase in purchasing 
ywer if they have a neutral effect 
1 the economy—i.e., if they have 
sither a stimulating nor a depres- 
ng effect. They will lead to a re- 
iction of purchasing power if they 
ave a depressing effect on invest- 
ent, whereas they will lead to a 
ill greater increase in purchasing 
ywer if investment is really stim- 
ated. In a recent article on busi- 
sss cycle theory Professor Haber- 
r, formerly of the University of 
jenna, now of Harvard Univer- 
ty, remarks “the question must be 
sed whether the way in which 
cumulative process of expansion 
is been first set in motion will not 
fluence its future’ course, the 
neth to which it may go, and the 
sult to which it may lead... . 
he idea seems to loom large in 
e thought of many writers that 
an expansion is ‘artificially’ 
ought about by an inflationary in- 
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crease in consumption, it takes a 
wrong turn from the beginning and 
the following collapse will be more 
serious. I rather suspect that the 
result to which the expansion leads 
is pretty independent of the nature 
of the first impact.” In the present 
situation, however, it is obvious that 
a recovery that has been induced 
by an increase in consumption can 
be sustained only so long as con- 
sumption continues to increase. The 
result to which the expansion leads 
cannot be said to be independent of 
the nature of the first impact in the 
sense that the maintenance of that 
expansion is not conditioned by the 
character of the forces that brought 
it about. Professor Haberler holds 
that “an increase in demand for 
consumers’ goods is, in any case, an 
essential feature of the cumulative 
process of expansion. Hence it 
would seem of minor importance 
whether this increase comes as the 
first impact or as the second step 
in a chain induced by increased in- 
vestment.” Just because an in- 
crease in the demand for consum- 
ers’ goods is an essential feature of 
expansion, it does not follow that 
it is of minor importance whether 
this increase is the cause or the 
effect of increased investment. 

A recovery brought about by an 
increase in consumption that has 
promoted an increase in investment 
will last only so long as consump- 
tion continues to increase, for when 
consumption becomes stationary the 
demand for capital for purposes of 
expansion will recede, and only the 
replacement demand will remain. 
This point of view was explained 
last year by Professor Hansen of 
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Harvard University before the 
Temporary National Economic 
Committee, investigating the causes 
of depression and the behavior of 
investment. If the recovery has 
been based upon a revival in 
investment in the first place as 
a result of new inventions, the 
development of new processes, or 
similar factors, it has an inner 
force that keeps it going even 
though consumption stops increas- 
ing. It might be true that the re- 
sult to which the expansion would 
lead would be independent of the 
nature of the first impact if the 
developments following the first im- 
pact were always the same, Le, 
specifically, if an increase in con- 
sumption led to an increase in in- 
vestment, the amount and nature of 
which were not closely regulated by 
present consumption or that of the 
very near future, but looked much 
further ahead. Our experience to 
date with promoting recovery by an 
increase in consumption has not 
been very successful, although it 
must be realized that that policy if 
undertaken by itself might have had 
better results, and that its failure 
may have been due in part to other 
policies of the government that are 
not necessarily involved in such a 
program, but that have throttled 
what might have been the happier 
development of more investment. 
Thus, whether it is- possible for 
government deficits to bring about 
a creation of purchasing power 
seems to depend in the first instance 
on whether such a policy can be 
undertaken without being accom- 
panied by measures inimical to the 
recovery of private initiative and 


investment. If it were possible t 
have the first policy without th 
second, the question would still re 
main as to whether an increase i 
consumption can provide sufficier. 
stimulus for new investment. If, a 
some people believe, there is a tend 
ency for individuals to save a pre 
gressively larger proportion of th 
increase in their incomes, som 
more fundamental stimulus to ir 
vestment is necessary if there is t 
be a sustained recovery. 

While the Administration sti 
seems to have faith in the theor 
that increased consumption can prc 
vide sufficient stimulus to inves 
ment, many economists are comin 
to doubt that theory. There is 
growing feeling that the consumy 
tion of the present cannot provic 
sufficient stimulus to investment 1 
keep it on the level necessary 1 
provide full employment. The di 
agreement today among economis 
centers rather around the issue < 
to whether there are sufficient of] 
portunities for private investmet1 
in the future or whether the fun: 
tion of investment must be take 
over in part by the governmer 
Investment by the government 
advocated on the grounds that mar 
opportunities for investment a: 
open to the government that ai 
not open to private enterprise, ina 
much as the government is in> 
position to engage in many unde 
takings that would be ee 
for private enterprise. 

Whether there are sufficient o 
portunities for private investme 
is a question that involves mat 
other issues, and that cannot be di 
cussed without an examination | 
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rious theories of the business 
cle. Whether or not opportunities 
rt investment are to be regarded 
profitable depends upon the in- 
rest rate, the level of costs, the 
Ospective demand, and numerous 
her factors. A growing school 
thought holds that investment by 
€ government is henceforth a 


permanent necessity because of the 
relative scarcity of opportunities 
for private investment. That our 
economy has reached a stage of 
development where there is a 
dearth of opportunities for private 
investment is a conclusion, however, 
that is unwarranted by the available 
evidence. 


Federal Loans Are Now Taxes 


Pure G. Hupson 
Department of Economics, University of Arizona 


¢ HEN PUBLIC funds are ex- 
WV pended for direct relief, 
the result 1s°a form of 
mpulsory charity. When public 
nds are expended for work re- 
f, the taxpayers collectively re- 
ive certain goods and services 
ich for the most part they would 
ver have purchased voluntarily. 
lese two forms of deficit-breeding 
lective spending probably would 
t be tolerated if they were being 
anced by direct taxation instead 
by loans. The purpose of this 
ort article is to show that in 
ility these loans are taxes. 
The common propaganda used to 
pularize both kinds of relief is 
it they create employment, boost 
Jsumer purchasing power, and 
t money into circulation. The 
er fallaciousness of these apol- 
les for relief would very readily 
seen if the relief payments were 
anced by current taxes. If this 
te the case, it is clear that the 


relief expenditures would be merely 
a transfer of a certain proportion 
of the taxpayers’ incomes to recipi- 
ents of the relief (and to the relief 
administrators). Clearly, there 
could be no net increase in the 
total amount of expenditures nor in 
the total amount of money in 
circulation. 

If the loans used to finance relief 
were obtained in the form of cash 
from private investors, again no net 
increase in the total of expenditures 
nor in the total amount of money 
in circulation would result. If cer- 
tain investors lent their money sav- 
ings to the government for relief 
payments, they certainly could not 
either spend those same savings or 
invest them elsewhere. What seems 
a gain on one hand results in an 
equivalent reduction on the other. 

In actual practice, however, the 
funds used to defray the so-called 
extraordinary governmental ex- 
penditures are not currently ob- 
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tained to any great extent from di- 
rect taxes nor from loans made out 
of private savings. A great many 
government bonds are sold to banks 
and are paid for by the extension 
of bank credit. This practice is 
like throwing a cloak over the true 
situation and makes it difficult to 
trace the effect of granting relief 
on the volume of employment, on 
purchasing power, and on the 
amount of money in circulation. 
When government loans involve the 
extension of bank credit, they do 
have the effect of increasing the 
number of “dollars” (by cash and 
bank checks) available for facili- 
tating the exchange of goods and 
services. But such loans, since they 
are not made to producers for the 
purpose of furthering production, 
do not result in a concomitant in- 
crease in good and services to be 
marketed. Instead, the ratio be- 
tween the amount of money and 
credit and the amount of goods and 
services to be bought and sold is 
increased, with the result that the 
general level of prices is raised. 
When prices go up, the incomes of 
the taxpayers are diluted in pur- 
chasing power. The taxpayers’ dol- 
lars must compete with the bank- 
credit relief dollars when it comes 
to the purchase of the goods and 
services on the market. The loss in 
purchasing power sustained by the 
taxpayers is in effect exactly the 
same as if they had been taxed by 
direct methods to an extent equal 
to the decrease in the purchasing 
power of their incomes. 

The situation may further be 
clarified by an examination of Fed- 
eral bond holdings. Contrary to the 


opinion held by many, relative 
few bonds are concentrated in t 
hands of a small number of wealt’ 
individuals. Rather, the big bulk 
the bonds is held by institutio1 
chief among which are commerce: 
banks, insurance companies, and t 
growing social security fund 
Thus, if one has a bank account, 
life insurance policy, or a Soc 
Security number, he holds a d 
guised equity in the Federal de 
That we owe the Federal debt 
ourselves is very broadly tru 
Those groups which hold an equ 
in the Federal debt may not co: 
cide 100 per cent with the gene 
group of taxpayers, but the deg1 
of overlapping is considerable. A 
in the final analysis, if and wk 
the Federal debt is retired, 1 
taxes with which this is done v 
mainly be levied on the ones w 
“own” the bonds. In other wor 
Federal loans are now taxes. | 

As more and more people beg 
to view this situation in its ti 
light, pressure will probably | 
brought to alter it. The alterat! 
will not be pleasant. When ¢ 
complex economic system becor) 
geared to established channels | 
market distribution and consut) 
tion, change is difficult. An @ 
nomic clutch to facilitate st 
shifts has yet to be invented. Hd 
ever, growing realization of | 
true’ nature of government lo 
will bring about increased press: 
for reductions in relief. If | 
does not occur, there must b¢ 
much greater trend toward, and) 
ceptance of, a philosophy of ec 
munism in this country than | 
present writer realizes. | 


HE SMALL investor may won- 
ia der just what information 
now filed with the Securities 
nd Exchange Commission as _ re- 
uired by the Securities Act of 1933 
; available to him, and how the 
formation that is available may 
id him in planning his investment 
ogram. The object of this article 
s to present a brief outline of the 
rovisions of the Act and to suggest 
rays in which the small investor 
tay obtain valuable information as 
) the soundness of companies in 
hich he is interested. 
At the outset, it should be clearly 
nderstood that the Commission 
oes not pass on the merits of se- 
urities registered with it. More- 
ver, it does not guarantee any se- 
urities and does not vouch for the 
bsolute accuracy of the informa- 
on filed in registration statements, 
lthough misrepresentations therein 
re subject to severe penalties. 
The Securities Act of 1933 pro- 
ides that a registration be on file 
‘ith the Commission and open for 
ublic inspection for at least twenty 
ays before the security can be of- 
sred for public sale in interstate 
ommerce. Another requirement is 
lat a prospectus summarizing a 
irge part of the data in the regis- 
‘ation statement be given to each 
curity purchaser at the time of 
ue. This significant forward step 
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tow Information Filed with the 
».E.C. Can Aid the Small Investor 


Gorpon C. Losrr 
Department of Economics, University of Illinois 


in the direction of “Truth in securi- 
ties’ makes valuable information 
available, for the first time, to large 
and small investors alike. Further- 
more, the information contained in 
the prospectus is certified by the 
issuing company to be accurate for 
thirteen months after it is printed, 
after which time it may be amended 
if changes have occurred. Usually 
a new copy is printed. 

The question now arises: Is it 
possible for the small investor to 
examine all the information on file 
in the registration statement or 
must he be content to study the 
prospectus only? It may be con- 
venient for him to visit the Public 
Reference Room, No. 511, of the 
Securities and Exchange Commis- 
sion at Washington or one of the 
regional offices in Atlanta, Boston, 
Chicago, Cleveland, Denver, Fort 
Worth, New York, Seattle, or San 
Francisco. If not, he may obtain 
photostatic copies of the informa- 
tion he wishes by writing to the 
Commission at Washington. Such 
copies cost 10c a page for the first 
hundred pages in any single order, 
and 7c a page for each additional 
page in any order. The informa- 
tion available varies in quantity 
from one docket with scarcely a 
page for each of the various items 
to ten or twelve dockets for a 
single registration. 
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The forms used for filing differ 
in some details but in general are 
very similar. The most important 
aner 
1, Form Al—principally for issues of 
new and unseasoned corporations. 

2. Form A2—for most securities of 
seasoned corporations. 

3. Form A0Ql1—for most mining securt- 
ties (other than gas and oi 1). 

4. Form Cl—for most securities of 
unincorporated investment trusts. 

5. Forms D1 and Dl1A—for certificates 
of deposit. 

6. Form El—for securities issued in 
reorganization. 

7. Form Fl—for voting trust certifi- 
cates. 

8. Forms Gl and G2—for oil and gas 
royalty security interests. 


The information filed under Form 
A2, as prescribed by the Securities 
Act of 1933, is most pertinent and 
most valuable to the majority of 
small investors. Here are to be 
found the securities of tried and 
seasoned firms, which have been 
operating successfully for a num- 
ber of years. This group includes 
- the large industrial, public utility, 
municipal, and banking corpora- 
tions. Certain railway securities are 
also included, although most rail- 
road information is now filed with 
the Interstate Commerce Com- 
mission. 

It is true that much of this same 
information is contained in the 
various prospecti issued by these 
corporations, but it is in far less 
complete form than that filed under 
the A2 Registration Filings. How- 
ever, the fact that the prospecti 
are signed and sworn to and the 
information certified to be true for 
thirteen months after it is filed pro- 
tects many small investors, since 


they can rely upon information co! 
tained in prospecti to a far great 
degrée than prior to the passage « 
the Act. Suppose for instance, th 
only 10 per cent of the investo 
take advantage of the informatic 
that is filed and the remaining ‘ 
per cent base their judgment upc 
data given in the published pr 
specti. Even then the increase 
dependability of information pu 
lished in such prospecti provid 
better bases for exercising inves 
ment judgment than would be po 

sible if the Securities Act of 19. 

did not exist. 

The registration events, as th 
occur, appear in the Registratic 
Record under the A2 Forms und 
the following headings: 

1. Registration Statements Fil 

(Original). 

2. Amendments Filed. 

3. Registration Statements Ful 
Effective. 

4. Registration Statements Effecti 
But Under Notice of Deficie 
cies (Not Fully Effective). 

5. Post-Effective Amendments Effe 
tive. | 

6. Hearings. 

7. Suspension Data Other Th 
Hearings. 

8. Withdrawn Data. 

9. Annual Reports. 

10. Other Actions. 


A daily Registration Record of n¢ 
securities offered is issued and ke 
up to date in the Washington off 
and also in each of the regior 
offices. This is very brief, howevs 
merely giving the name of the cc 
poration, the type and the amou 
of the security issue, and the nam 
of the underwriters. Thus it | 
usually advisable to obtain phot 
static copies of the information fil 


is 


as 


8 


(9; 
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with the S.E.C., in order to supple- 
ment the abbreviated information 
printed in the prospecti issued by 
such corporations. 

) The information of especial in- 
terest to the average small investor 


filed under Items 1 through 47 


4nd various exhibits of Form A2 


follows: 


tem 
1G 


What is the full name of the 


Company? 


. Where are the principal executive 


offices ? 


. When and in what state was the 


Company incorporated? 

What are all the parents and sub- 
sidiaries of the Company? 
Voting power? 

What type of business is done by 
the Company ? 

What briefly is the history of the 
Company? Past five years? 


. Where are the Company’s princi- 


pal plants located? Description. 


. What is the general effect of all 


material franchises and conces- 
sions? 


. What is the present funded debt? 


Funded debt to be offered? 


. What is the present capital stock? 


Capital stock to be offered? 


. Has the Company guaranteed any 


securities of other issuers? 


. What stock warrants or “rights” 


are outstanding? To be offered? 


. Has the Company any other class 


of securities? 

What are the terms of the funded 
debt other than that to be 
offered? 


5. What are the terms of the funded 


debt to be offered? 


. What are the terms of the capital 


stock other than that to be 
offered ? 

What are the terms of the capital 
stock to be offered? 

What is the nature of the guar- 
antees described in Item 11? 

What are the rights evidenced by 
the securities described in Item 


13? 


Item 


20. 
21. 
pe) 


os 
24. 


25: 


20. 


“if. 


28. 


29! 
30. 
31: 


32. 


33. 


34. 


BD: 


36. 


37. 
38. 


Who are counsel for the Company 
and its principal underwriters? 

Is there an underwriting commit- 
ment? ; 

Who are the principal wunder- 
writers? Amounts underwritten 
by each? 

What are the principal provisions 
of the underwriting contracts? 

At what price will the securities 
be offered to the public? What 
discounts will be given to 
underwriters? What will be the 
net proceeds to the Company? 

What discounts or commissions 
are to be allowed to sub-under- 
writers or to dealers? 

Are there any securities 
offered to anyone at 
prices? 

What are the itemized expenses 
of this offering? The net pro- 
ceeds to the Company? 

For what purposes, in detail, will 
the proceeds of the issue be 
used? 

What properties, if any, will be 
acquired with the proceeds? 
Who are the directors and officers 

of the Company? 

What has been the business ex- 
perience of the principal 
officers? 

Are there «any management and 
supervisory contracts with di- 
rectors, officers, or others? 

Who are the holders of 10 per 
cent or more of any class of 
voting stock? 

What securities of the Company 
do its officials and other “in- 
siders” hold? 

What, if any, are the interests of 
“insiders” in properties acquired 
or to be acquired? 

What is the remuneration or sal- 
aries of the officials of the 
Company? 

What other persons receive 
portant remuneration? 
What other sales of securities 
have recently been made by the 

Company? 


being 
special 


im- 
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Item 

39. What options are there to pur- 
chase securities of the Com- 
pany? 

40. Is the Company at present en- 
gaged in any significant law- 
suits ? 

41. What is the nature of any sig- 
nificant contracts? 

42, What is the nature of any sig- 
nificant patents to be purchased 
or to be developed with the 
proceeds? 

43. Has permission to sell securities 
ever been denied by any state? 

44. What are the interests in the 
Company of experts preparing 
the registration statement? 

45. What revaluations or other finance 
readjustments has the Company 
made since January 1, 1922? 

45. (a) What businesses have been 
acquired from promoters? 

45. (b) What is the financial history 
of any consolidations? 

46. Who are the accountants certify- 
ing the financial statements? 

47. If the Company has been through 
a reorganization, what is the 
nature of any exchange of 
securities? 

Undertaking:—Undertaking by the 
Company to file current reports 
keeping the registration state- 
ment up-to-date. 

Signatures & Seal:—Signatures of 
officials or persons required to 
sign the registration statement. 
(President; Directors; Account- 
ant) 

Consents:—Certified consents of ex- 
perts and others to the use of 
their names in the registration 
statement. 


Exhibit A:—Copies of charter and 
by-laws of Company. 

Exhibit B:—Copies of all indentures. 

Exlibit C:—Copies of all contracts of 
guarantee. 

Exhibit D:—Copies of documents de- 
fining rights of se- 
curities. 

Exhibit E:—Copies of state orders 
denying permission to 
sell securities. 


Exhibit F:—Copies of all agreement 

with underwriters. 

G:—Copies of opinion o 

counsel as to legalit 
of the issue. 

Exhibit H:—Copies or specimens o 
the securities bein 
registered. 

Exhibit I:—Copies of all contract 
and franchises. 

Exhibit J:—Copies of foreign patent 


Exhibit 


It is significant to note that th 
signature of the chief executiv 
officer, together with his title an 
the current date, must be shows 
He, as well as the principal finar 
cial officer, the principal accountin 
officer, and the board of director: 
signs the registration Statemen 

The Act carries a severe penalt 
for fraudulent statements, require 
the opinion of certified accountant 
and counsel for the Company as t 
legality and accuracy (with the e> 
ception of consolidated statemen’ 
and instances in which the data file 
are of a summary nature), and | 
extremely helpful, as well as rea: 
suring, to the small investor. 

Item 33, which requires the filin 
of data relative to the control ¢ 
the corporation, usually results j 
the listing of the twenty large. 
stockholders of the corporation, 
its voting securities are close! 
held. On the other hand, the it 
vestor may find that the voting co1 
trol is widely held; he can thus ¢ 
some idea of what sort of a situ; 
tion he is getting into, and cz 
determine how much voice he | 
likely to have in the manageme: 
of the firm. Items 4 and 6 are ve! 
helpful to the small investor, sin 
he should be interested in the inte 
corporate relationship between pa 

| 


fent and subsidiaries and the exist- 
ing control over the operating units, 
‘particularly since diversification is 
to his best interest. Further, Item 
5 shows him the business and fi- 
‘nancial history of the corporation 
during the past five years, which, 
‘when considered with the data filed 
under Items 30 through 32, indicates 
to the investor just who the officers 
‘and directors are and what their 
‘business capacity and experience 
have been, as evidenced by past 
‘performance. Items 27 through 29 
‘should be examined by the small 
‘investor, since he should know just 
how the proceeds of the present 
‘issue of securities are going to be 
lused by the corporation as a going 
‘concern. Are such proceeds going 
ito be used to increase the earning 
‘capacity, plant, and properties, or 
‘the working capital of the corpor- 
ation, or perhaps, merely to refund 
‘outstanding securities at lower in- 
terest rates, or simply to fund the 
present short-term obligations into 
long-term debt or stock? The last 
‘course mentioned may even be det- 
rimental to his best interests, par- 
ticularly if the proceeds are to be 
used for operating expenditures, 
which should be met out of current 
receipts. 

Item 8, as well as Exhibits B, I, 
and J, are of general interest to the 
investor since it is to his advantage 
to know what contracts, franchises, 
patents, concessions, etc., the cor- 
poration has entered into, in addi- 
tion to examining the type of prop- 
‘erty mortgaged or used as security 
behind the issue of bonds he is 
thinking of purchasing. In like 
manner, the investor is interested 
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in many cases in knowing just how 
he will stand in relation to other 
security holders who already own 
securities in the issuing company. 
Items 9 through 19 contain data 
relative to the covenants, terms, 
and rights of old as well as new 
security holders, together with the 
amounts, stock rights, and guar- 
antees already existing. Thus he 
can find the capitalization, financial 
structure, and his relative position 
as an investor, both before the new 
issue (if he is an old security hold- 
er) and after the proposed issue, 
if he is contemplating purchasing 
securities in the corporation. Also 
by a little figuring and perhaps in- 
vestigating the company in greater 
detail, he can form an opinion as to 
whether the company is likely to 
be overcapitalized after this issue 
of securities. Indeed, after studying 
these data, he can judge for him- 
self whether the company has suf- 
ficient earning power to support the 
new securities, and ascertain what 
interest and dividends have been 
paid out of past earnings. Even 
though the S.E.C. has studied these 
same items and has approved or 
disapproved the new issue on the 
basis of these same data, there is 
still considerable value to the in- 
vestor in having this information, 
particularly when he is considering 
the merits of such securities as an 
investment a few years hence. 
Items 20 through 26 deal with 
the underwriting of the particular 
issue by investment bankers, their 
commissions, their discounts, and 
any private transactions which may 
be contemplated. This item is 
usually very interesting, particu- 
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larly, as is so often the case, when 
many of the securities of the issue 
being considered are purchased pri- 
vately by insurance companies and 
savings banks for their own port- 
folios. When part of the issue is 
sold privately and part is sold pub- 
licly to the small investor, if such 
institutional investors think the 
issue is of sufficient merit to pur- 
chase, he may well follow their ex- 
ample. On the other hand, perhaps 
the issue offered publicly is not the 
same as the one offered privately 
and the terms, covenants, and se- 
curity pledged are altogether differ- 
ent. Any such differences can then 
be discovered by examining the 
data filed under these items. Ex- 
hibits H and D clearly indicate the 
terms and covenants referred to and 
contain copies of the actual securi- 
ties with these terms printed upon 
them. 

Items 34 through 37 indicate the 
interests of “insiders” and reveal 
what salaries and remuneration 
they are receiving in various ca- 
pacities. Often the investor may 
detect certain agreements here 
which may or may not be to his 
best interests as a member of the 
investing public. Of course these 
data are usually worded in a some- 
what guarded manner, but at least 
he may become suspicious if he 
finds glaring irregularities. 

Consent and opinion of experts 
is important to the investor, par- 
ticularly if the counsel is independ- 
ent from the issuing company. 
These data are filed under Exhibit 
G and Item 44, and the investor 
may ascertain whether or not the 
counsel and accountants are mem- 


bers of the issuing corporation, or 
are independent and thus in a posi- 
tion to view the whole procedure 
from an impersonal and detached 
professional angle. 

Item 43 and Exhibit E contain i1n- 
formation relative to denials by 
various states of the company’s 
right to issue securities in the past, 
together with the basis for such 
denials. If this denial was on the 
grounds of insufficient earning ca- 
pacity, or on the basis of pure 
fraud and “watering of stock,” it 
is important that an investor know 
the facts. 

Items 45, 46, and 47 contain the 
financial statements of the issuing 
company, together with the foot- 
notes and changes, if any, due to 
reorganization which the company 
has gone through. Equities, securi- 
ty, and financial risk are all affected 
by exchange of securities, consoli- 
dations, and reorganizations. In 
order to determine just how he 
ranks among the junior and senior 
security holders at the present time, 
and how proposed reorganizations 
and consolidations will affect him 
as an investor, he may do well to 
study such data. 

Copies of certain important 
agreements. and contracts are 
brought out in the hearings held by 
the S.E.C. in approving or disap- 
proving a particular security issue 
Most of the above information is 
touched upon, the amount varying 
with the company and case in ques- 
tion, when the hearings are held 
All this information is available te 
the investor, and indeed much i: 
sent to investors in photostatic 
form. As time goes on, annual re. 
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| ports and amendments are filed, 
many of which are important to the 
investor, particularly if they con- 
cern changes in the assets and other 
considerations which affect the 
} earning power of a given corpora- 
| tion. These changes are noted, to- 
» gether with the later balance sheets 
and profit and loss statements, in 
the amendments and annual reports, 
any portion of which is available to 
the investor. 

In the case of public utilities, for 
example, new government laws and 
/ regulations may go into effect, or 
government projects and contracts 
may be undertaken which will 
-greatly influence the policies, vol- 
‘ume of business, and net earnings 
of a given private utility. Such 
information is highly important to 
‘the small investor and is available 
‘through filings under the amend- 
‘ments and annual reports above 
mentioned. 

i Form SE-A-19 entitled “Recon- 
/ciliation and Tie of Information 
| Shown in Prospectus dated ............ 
== With That in Registration 
(Statement, Form A-2, Filed by 
| eee. (corporation)........ ,’ indicates 
clearly just what information is 
‘found in the prospecti in summar- 
ized form and what is omitted and 
therefore to be found only in the 
registration statements. An investor 
by simply inquiring of the S.E.C., 
can easily find out what his prospec- 
tus includes and what items omitted 
therefrom are included in the reg- 
‘istration proper. This single sheet 
is always included in the Form A-2 
registration statements between each 
‘prospectus filed and the more de- 
tailed information which accom- 


panies it. Each time the prospectus 
is revised, added to, or deducted 
from, amended or changed in any 
way, from the original filing up 
through the final printed prospectus, 
such changes are noted in the “Rec- 
onciliation and Tie.” Thus the 
filing partakes of a chronological 
history of all actions taken by the 
issuing corporation as well as by 
the Commission in amending the 
security offered, the latter body in 
many instances insisting on certain 
changes before the investing public 
even has an opportunity to purchase 
the security. For example, if the 
Commission believes that the depre- 
ciation policy of the issuing corpora- 
tion is inadequate they will state 
this fact, and require changes or 
even more detailed information be- 
fore the filing is made effective and 
the security actually offered to the 
public. 

This whole Securities Act of 1933 
is an example of a healthy move- 
ment in the direction of “Truth in 
Securities” and one to be highly 
commended. A great deal more 
should be done along these lines. 
Even the filings and information 
could be put on a more comparable 
basis through the adoption of uni- 
form accounting and provision for 
greater similarity in the registration 
of particular items. For example, 
the system of uniform accounts in 
the electric power industry makes 
comparison of items much easier 
than among industrial corporations, 
since the procedure of the former 
has been standardized for the past 
two or three years. But even the 
information and data on file at the 
present time, incomplete and sketchy 
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though it may be in isolated and 
particular instances, is a forward 
step which gives the small or large 
investor a much better basis for 
choosing between securities on their 
relative merits. 

It is doubtful, however, whether 
the costs of getting this information 
are low enough to permit the aver- 
age small investor to make a com- 
plete study of a given investment. 
The large amount of material which 
would necessarily have to be photo- 
stated tends to restrict this service 
to the larger institutional investors. 
As has been suggested, if the small 
investor is near a regional office, he 
can examine the data in that office, 
mostly confined to effective pro- 
specti. Also there is much doubt 
whether the small investor, even 
though he knows that the material 
data are available, is sufficiently 
well informed to ask for the desired 
information. More investors may 
avail themselves of this informa- 


At 
| 


tion as time goes on, and they be- 
come familiar with what is “on tap” 
with the S.E.C. and the procedure) 
for obtaining it. 

Certainly the small investor is. 
better off, even though he may not 
use these registration data, since the 
prospecti which he does use aré| 
more truthful than ever before. The 
fact that the “13 months’ rule” ex- 
ists with respect to new prospecti 
tends to make such data more ac-. 
curate and reliable than formerly. 
No doubt those who reap the largest 
benefits from the filings under the 
Securities Act of 1933 are the large 
institutional investors who maintain 
a staff of experts and who know 
exactly where to find the desired 
information. But such data are 
available for the small investor as 
well, and it is the writer’s hope that 
this short article will help such in- 
vestors for their own protection to 
secure additional information on se- 
curities in which they are interested. 


Our Future: Age-Conscious: 
Not Class-Conscious 
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HATEVER THE immediate fu- 
VW ture may hold for us, we 
‘ can be fairly certain that 


in the long run our nation will be- 
come more age-conscious and less 
class-conscious. 

Most observers today are aware 
that our population is growing at a 


snail’s pace. Formerly it doubled 
every 25 years. The United States 
Census of 1940 will enumerate ap- 
proximately 132 million people, a 
gain of about ten million over 1930. 
This increase will be only half as 
rapid as that which occurred in the 
decade of the 1920's. 


Portions of an article which appeared in the January, 1940 issue of Future reprinted by 


permission of that magazine. 


- The explanation is not hard to 
find. Immigrants keep a population 
young, but we have had few immi- 
grants in the decade of the 1930's. 
In the second place, the number of 
births as well as the rate has de- 
clined very rapidly, despite a slight 
,increase in births in the past 24 
/ months. 

Actuaries estimate that the popu- 
} lation of 1980 will not be more than 
| 20 million, or one-fifth, greater than 
‘the population of 1940. Some pes- 
Simistic statisticians even forecast 
‘that the population of 1980 will be 
‘less than that of 1970. Of course 
(no one can be certain about the 
future, but all students of popula- 
tion trends do agree that the total 
population will not increase nearly 
so fast in the next four decades as 
it has in the last four decades. 
Population forecasts are much more 
reliable than business forecasts, be- 
“cause population trends are stub- 
“born and cannot be reversed over- 
night. The women who will bear 
children within the next 15 years 
have already been born. 

When a population slows down, it 
ages; the percentage of the young 
declines and the percentage of the 
elderly increases. Some statistical 
estimates for 1980 indicate that 
these two changes will almost 
counterbalance; that is, the percent- 
age of persons above 64 years of 
age will have increased almost as 
much as the percentage of persons 
below 20 years of age will have de- 
creased. Although the great strides 
that have been taken in medicine 
have prolonged life, these great im- 
provements have also tended to age 
our population. Mature people suc- 
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cumb to cancer and heart disease 
nowadays instead of dying in youth 
of diphtheria and _ tuberculosis. 
These twin forces, the increase in 
life expectancy and the slowing 
down of the rate of population 
growth, will combine to give us a 
rapidly aging population. 

What economic, social, and politi- 
cal changes will result from this 
aging process? You cannot find 
the answer in your encyclopedia or 
books of reference, because no other 
century has faced this question. 
Only the 20th century has been 
relatively free from _ pestilence, 
thereby permitting many to reach 
penniless old age; only the 20th 
century could witness the specter 
of a brand-new class war, a war 
between the generations. No one 
need claim the gift of divine proph- 
ecy in order to foresee the coming 
of this new class war. 

Let us look at the statistics in a 
different way: in 1980 the age dis- 
tribution of the population will be 
about as follows: two. children, 
three persons at the productive ages 
of life (20 to 64), and one retired 
citizen. Since the two children will 
presumably be below voting age, 
the retired citizens (if by that time 
no maximum voting age has been 
established) will cast about one 
fourth of the votes. Of course, 
not every person above 64 will be 
pension-minded; on the other hand, 
not every person below 65 will be 
anti-pension. It is approximately 
correct to say that in 1980 one 
fourth of the voters will be old 
enough to receive pensions, whereas 
in the election to be held this year 
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the retired citizens will cast only 
about 10 per cent of the votes. 

These figures should indicate why 
the long-run tendencies will be more 
favorable to Townsendism than to 
the doctrines of Karl Marx. We 
shall become more age-conscious 
and less class-conscious. The hand 
that rocks the rocking chair will 
rule our nation, not the hand that 
collects the labor union dues, nor 
the hand that guides the farm bloc. 

It is extremely unfortunate that 
many misguided young men should 
be climbing on the wrong band- 
wagon today. The pension crowd 
must obviously be anti-labor in its 
sentiments, because pensions of $50 
or $100 a month will go just so far. 
An increase in production costs and 
prices caused by the raising of 
wages will be most unwelcome to 
pensionnaires. Whether the retired 
citizen is enjoying a profitable an- 
nuity or a public pension, he will 
be too old to profit from higher 
wages. Higher wages and shorter 
hours are the national and legisla- 
tive objects of organized labor but 
not of the pensionnaires. So I say 
it is unfortunate that so many 
young rabble-rousing politicians, 
who will not come into their own 
for a quarter of a century, jump on 
that band-wagon which today seems 
to be most popular. The young man 
with an eye toward the future will 
choose the pension band-wagon. 

If you do not believe that pen- 
sionnaires are anti-labor in their 
sentiments it will pay you—in fact 
it will pay you tremendously—to 
visit St. Petersburg, Florida, in 
February or March. Sit on the 


green benches that line the streets 
\ 


of St. Petersburg and visit with the 
mature, retired citizens who spend | 
their time there. Try to find a re- | 
tired citizen, living on a fixed in- | 
come, who is interested in helping | 
some group of workers, say strik- | 
ing bakers, to win a strike and) 
thereby raise the price of bread a) 
penny a loaf. Or if you live in the | 
West, go to San Diego, where so | 
many elderly people enjoy the mild 
winter climate, or to southern | 
Texas. In any of the sunshine cities | 
you will see a preview of your own 
community 40 years hence. A very 
large proportion of people in these 
sunshine cities this winter are re- 
tired citizens—typical of any north- 
ern city several decades hence. 

Karl Marx, founder of modern 
national communism, lived and 
wrote almost three-quarters of a 
century ago. He never saw a sun- 
shine city. Pestilence and disease 
prevented most of his generation 
from reaching penniless old age. He 
thought only in terms of workers 
and children. He preached his com- 
munistic doctrine which featured 
the inevitable struggle between cap- 
ital and labor and the eventual con- 
flict between the capitalist and the 
proletariat. The predictions of Karl 
Marx have been partly fulfilled in 
Europe; his doctrine has never 
gained a very strong foothold in the 
United States because of our 
greater abundance of the better 
things in life and the frontier spirit 
that breeds individualism and self- 
reliance. 

There are few greater mistakes 
that have been made in our recent 
political and social history than that 
of those who have underrated and 


misunderstood Karl Marx. If you 
Jo not appreciate the social condi- 
dons under which Karl Marx lived, 
worked, and died, you cannot pos- 
sibly see the full significance of his 
doctrine. In his day the hearts of 
ill benevolent observers and schol- 
ars—and Karl Marx was a brilliant 
scholar—were touched by the bitter 
cries of hungry children. Now and 
n the future our hearts must in- 
stead go out in sympathy to the 
sufferings of the aged; and there 
will be many of them when you and 
[ retire several decades later. Down 
through the ages the hearts of men 
nave bled for the weakest economic 
class, but the most stupid error is to 
assume that the weakest economic 
class is the same class of people in 
every century. We are living in the 
second third of the 20th century. 
Bor is no longer the weakest eco- 
nomic class, especially efficiently 
organized labor; consequently our 
sympathies will be increasingly with 
our senior citizens, in their trials 
and tribulations, and in their infirm- 
ities. And they will have the Votes! 
_ This strange new situation that 
faces us represents the greatest so- 
cial and cultural revolution since 
the fall of the Roman Empire. It 
will bring about a complete change 
in our political, social, and economic 
attitude. I personally doubt that our 
two-party system, which has weath- 
ered so many storms, can avoid 
being crushed by the pension steam 
roller. The party in power will pay 
the lowest possible pensions; the 
party not in power will make prom- 
ises to our senior citizens as high as 
the blue sky. With this enormous 
pressure upon politicians, pensions 
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will, like any other price regulated 
by the government, go higher and 
higher until the crushing burden of 
pension taxes breaks the backs of 
workers at the productive ages of 
life. The pension leaders have 
found that Santa Claus does live 
in Washington. If Santa Claus con- 
tinues to live in Washington, in due 
time we shall witness “Ham and 
Eggs” in California and “$50 for 
Grandma” in Texas. 

A political change threatens the 
foundations of democracy far more 
than the bankrupt foreign “isms” 
imported and voiced by people who 
think we are still living under the 
19th century social conditions pre- 
vailing during the lifetime of Karl 
Marx. Between the democracy on 
the one hand and the totalitarian 
state on the other hand there is a 
great gulf fixed. There are some 
reasons for believing that we have 
already ceased to be a democracy. 
A term which describes our present 
system of government better is 
“votocracy’—that is, a degenerate 
democracy in which the majority 
will gleefully rob the minority. 
Young workers and young employ- 
ers will stand shoulder to shoulder 
— forgetting the  class-conscious 
doctrines of Marx—in futile at- 
tempts to keep hard-pressed _poli- 
ticians from voting higher and 
higher pension taxes. This trend 
toward votocracy will make laborer 
and employer forget their differ- 
ences, but unless they forget them 
very soon, it will be too late. By 
talk about Communism and Fascism, 
the young and middle-aged of today 
are blinded to the real struggle of 
the future, the struggle between the 


generations. The Marxian era is 
over; the pension era is just begin- 
ning. What the doctrines of Karl 
Marx meant to the latter half of 
the 19th century, Townsendism is 
likely to mean to the latter half of 
the 20th century. Time marches on! 

The pension movement is not an 
expensive labor movement but an 
expensive anti-labor movement. Yet 
the pension group may join hands 
with the labor group in the im- 
mediate future because the former 
is not yet strong enough to stand 
alone; a Labor-Pension union, how- 
ever, is no more logical.than a 
Farmer-Labor party. Laborers are 
producers; pensionnaires are legally 
too old to work and have the point 
of view of consumers. 

The situation is not hopeless by 
any manner of means; as the per- 
centage of children declines, the 
proportion of national income used 
to defray the cost of bearing, rear- 
ing, and educating children should 
also decline. It is only logical and 
reasonable that a larger part of the 
national income should be devoted 
to pensions when the percentage of 
children is decreasing about as 
rapidly as the percentage of retired 
citizens is increasing. If the social 
cost of caring for one retired citi- 
zen is exactly equal to the private 
and public cost of rearing one child, 
then the total cost of taking care of 
the dependent charges of our popu- 
lation need not increase; but it will 
be difficult for us to adapt our po- 
litical, social, and economic institu- 
tions to this shift in the cost of 
taking care of dependents—a class 
which will consist of those who are 
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too old to work instead of those 
who are too young. 

Furthermore, when we approach 
retirement, most of us will be well 
enough to keep on working and will 
prefer to stay in the harness as long 
as possible. Although it is easy to 
administer rules that require retire- 
ment of every person at the age of 
65, we may question the social value 
of a fixed age of retirement. The 
whole system of fixed retirement 
ages should be re-examined to see 
whether it is possible to allow more 
people to keep on working beyond 
the retirement age. Returning pros- 
perity would enable a great many 
of us to provide for our own retire- 
ment through paying off the mort- 
gage on the home and increasing 
our insurance and annuity policies, 
as well as protecting our other in- 
vestments. We should re-examine 
the Social Security Act in order to 
provide a greater incentive for in- 
dividuals to take care of their own 
retirement problems. 

Other questions will arise. Should 
we pass laws protecting the seniority 
rights of older workers? Should 
there be a maximum as well as a 
minimum (21) voting age? These 
are questions to be considered, not 
remedies suggested. At least, we 
must re-examine the doctrine of in- 
dividual irresponsibility—sometimes 
called the doctrine of social respon- 
sibility. Whatever may be the course 
of political legislation, the amount 
of the monthly pensions, and the 
burden of pension taxes, the young 
men and the young women of today 
can be assured that in the long run 
our nation will be far more age- 
conscious than class-conscious. 
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Financial Aspects of Over-Capacity 


ANY SUGGESTIONS have been 
made and plans formulated 
for rendering relief to the 

coal industry of this country in the 
ast twenty years. Quality of coal, 
ecessibility of markets, differen- 
ials in wage scales and railroad 
rates, relative over-capacities, and 
shifts in demand have served to 
accentuate the problem in certain 
yeographical regions. All these as- 
pects have been especially trouble- 
some to Illinois producers, with 
Wer-capacity probably the most 
serious. Since the making of profits 
is regarded as the chief concern of 
management, the financial features 
Xf over-capacity take on added 
‘mportance. 
The purpose of this article is to 
dresent a brief outline of the de- 
velopment of the Illinois coal indus- 
rry in order to focus attention upon 
the historical roots of the situation; 
ro show that unusual demands led 
0 Over-expansion, and that the type 
of productive agents employed 
prought about rather inflexible costs; 
(0 review the efforts made by man- 
agement to escape the effects of 
these fixed costs; and to look criti- 
cally at the effect of cost adjust- 
ments upon the investment in capital 
zoods. 

_ Early explorers and pioneers no 

loubt learned of the presence of 
soal in Illinois. Yet as late as the 
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Civil War period coal production 
in this State was insignificant. The 
demand for that which was re- 
covered was limited to local sales; 
Pennsylvania continued to be the 
traditional furnisher of coal. From 
that time through the seventies, IIli- 
nois production showed a. slight 
percentage gain as compared with 
the total national output. This gain, 
however, cannot be attributed to a 
gradual regional shift in coal pro- 
duction, but rather to the discovery 
and opening up of additional local- 
ized deposits. Statistics show that a 
regional shift could not have been 
the causal factor, for between the 
middle seventies and 1885 the tend- 
ency was for Illinois production 
merely to maintain its percentage of 
output, and that only at the cost of 
serious and drastic downward ad- 
justments in price. 

As has been mentioned, the mar- 
ket for the Illinois product was 
limited. During this period farmers 
with the aid of their sons and hired 
men operated small drift mines by 
using hand labor almost exclusively. 
Such operations were carried on in 
the “off seasons” of farming, and 
the small quantity produced was 
consumed by the local trade in fur- 
nishing energy for the small shops 
and heating the homes in the imme- 
diate vicinity. 

From 1885 through the second 
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decade of the century, Illinois en- 
joyed a steady increase in produc- 
tion, which resulted from efforts to 
satisfy the increasing demand caused 
by an era of prosperity, the require- 
ments of the World. War, and fre- 
quent curtailments of the supply 
from Eastern fields. Companies were 
organized for the sole purpose of 
exploiting the coal deposits of Illi- 
nois; the opening of the Saline 
County field illustrates this trend. 
Prior to this period, although Ill- 
nois had produced at times a larger 
proportion of the total national 
output, increases in its share had 
been neither constant nor continu- 
ous. It is true that the tonnage 
output of Illinois coal did increase 
from year to year, but the same was 
true to a greater degree of the 
Eastern and Southeastern states. 
Coal from these major producing 
centers was readily available to 
meet Illinois demands. Moreover, 
people had learned to prefer the 
Eastern coals and felt that any 
differential in price was offset by 
the superior qualities of the Eastern 
product. This was especially true 
of metropolitan centers such as Chi- 
cago. Furthermore, neither then nor 
at present should Illinois coal be 
considered as competing for certain 
demands—coking, for example. 
However, as has been suggested, 
from 1900 through the twenties the 
Eastern supply was often seriously 
curtailed, chiefly because of labor 
conditions. Even in the early 1900’s, 
the Illinois market had shifted in 
part to Illinois coal, since strike con- 
ditions in Pennsylvania and other 
Eastern fields had meant that Illi- 
nois demands could not be met from 


those sources of supply. From that. 
time on, labor asserted itself more) 
and mere, and through the medium: 
of strikes attempted to increase the 
wages of miners and helpers in the) 
older fields. As a result, these sec- 
tions were frequently unable to fur-. 
nish an adequate supply, and hence, 
the price for such coal rose far 
above the previous level. The natural 
consequence was that the buying 
public shifted its demand to the 
local product, since the difference in) 
price tended to offset the inferiority, 
of the Illinois product. As a matter 
of fact, the Illinois consumer was 
left little choice; he either had to 
use the local coal, or employ some 
substitute—usually an impossibility, 
since his equipment was not adapted 
to the use of any other type of fuel. 

Later, the major producing centers 
reconciled their differences with 
their employees, but by that time 
much of the Illinois market had been 
lost. In 1918, Illinois producers 
enjoyed their largest output—more 
than eighty-nine million tons. Not 
until about 1920 did these producers 
again feel the effect of the pressure 
of Eastern supplies upon local mar- 
ket conditions. 

The steady decline in coal pro- 
duction in Illinois between 1920 and 
1930 cannot be considered indicative 
of a general condition affecting the 
market or the supply, for only Illi- 
nois, Indiana, and Ohio showed de- 
creasing production trends—in the 
sense of a percentage of total out- 
put. Although Pennsylvania also had 
a decrease in output in these years, 
its percentage decline had begun as 
far back as 1890, and was acceler- 
ated with the passage of time. No 


doubt this regional decline resulted 
from the opening and exploitation 
of new fields which produced a com- 
parable coal, notably those in south- 
ern West Virginia, eastern Ken- 
tucky, Tennessee, and southwestern 
Virginia. Nor should all the per- 
entage decrease of Illinois be at- 
ributed to a regaining of the Mid- 
estern market by Eastern and 
outheastern producers. Technologi- 
cal advances by the major pro- 
ucers, which resulted in a better 
nd more adaptable product, a 
radual shifting of the steel industry 
rom Pennsylvania to the Mid-west 
nd Northwest increasing its im- 
ortance as a coal consumer, and 
ncreased efficiency in the uses of 
coal served to diminish the percent- 
age demand for the Illinois product. 
Since 1930, the demand for Illinois 
coal has maintained an almost con- 
stant percentage level, although it 
should be noted that the output in 
‘ons increased from 41 millions in 
1935 to 46 millions in 1939. This 
droduction is probably indicative of 
what Illinois companies may expect 
‘n the future, for the passing of 
aineteen years with only nominal 
ind spasmodic gains—even when 
neasured by tons—offers rather con- 
tlusive evidence that no considerable 
mcrease need be expected in the 
year future. Moreover, a compari- 
son of the Illinois product with that 
»f other sections leads to the con- 
clusion that its inherent qualities 
imit the adaptability of our output. 
m many cases, the price differential 
foes not offset differences in the 
juality of coal. Of course, the in- 
roduction of a stoker and a furnace 
which are especially adapted for the 
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economical use of Illinois soft coal, 
as well as the research now being 
carried on to increase its efficiency 
by processing it into briquettes, sug- 
gest that Illinois producers may 
hope for an increased future de- 
mand. These changes take on added 
importance when it is realized that 
the consumption of coal for home 
heating represents roughly 35 per 
cent of the total output in the United 
States. Moreover, this domestic de- 
mand, together with that for rail- 
roads and generation of electricity, 
has maintained a remarkable con- 
stancy in the past. 

Assuming, however, for the pur- 
pose of the discussion, that the 
future has an outlook but little 
brighter than is indicated by the 
past, what effect has this limitation 
of demand had upon the efforts of 
Illinois producers to earn a profit? 
Such a question seems to pose itself 
naturally, because a declining de- 
mand almost always brings about 
maladjustment between demand and 
supply. With an ability to produce 
more than normal demands require, 
the supply factor in an increasingly 
mechanized industry introduces, as 
a corollary, excess costs. The intro- 
duction of an element of over-ca- 
pacity is of especially serious mo- 
ment in an industry with a high 
element of fixed costs, and cannot 
help but have an effect on the main 
concern of management—the mak- 
ing of profits. 

To furnish statistical proof of the 
presence of over-capacity in the Illi- 
nois coal industry would be difficult. 
Measurement of capacity to produce 
is an engineering problem, and such 
a determination could be made only 


28 OPINION AND COMMENT 


after a survey of the capital goods 
and labor capacity of the industry. 
No such survey has yet been con- 
ducted, but Dr. W. H. Voskuil, of 
the Illinois State Geological Survey, 
has estimated that the Illinois pro- 
ducers have the capacity to produce 
50 per cent more coal than their 
present output. Two rough compari- 
sons made by the writer tend to 
substantiate the accuracy of this 
estimate. 

Whatever the proportion of over- 
capacity may be, even a casual ob- 
server may note the abandoned 
mines, the derelict mining equip- 
ment, and the unemployed miners in 
various districts of the State. Par- 
tial or complete cessation of mining 
operations is a common occurrence. 
Of course, such conditions are not 
confined to Illinois, but the local 
producers, whose output was for- 
merly extraordinarily large and who 
are now faced with a sharp decline 
in demand, are seriously affected. 

The increasing tonnage demanded 
throughout the 1920’s caused the 
opening of new mines, and owners 
of the older companies continually 
increased their capacity to produce. 
The increase in capacity resulted 
primarily from the installation of 
more efficient machinery to displace 
older, inadequate equipment. The 
addition of new equipment, espe- 
cially coal-loading machinery, appre- 
ciably reduced the labor demand of 
the industry, since coal-loading had 
previously accounted for approxi- 
mately 80 per cent of employment 
in the coal industry of the United 
States. 

After 1923, the tonnage demand 
decreased to an amount far below 


that of earlier periods. When the) 
demand decreased, the operators, 
soon realized that their capital goods, 
had the ability to produce a greater 
tonnage than the demand warranted. 
Because of this maladjustment, the 
operators attempted to adjust the 
costs of their output to the gross 
revenue which had been reduced by 
the decline in demand. Such cost 
adjustments were of grave moment, 
but the managements had little con- 
trol over them, for the maintenance 
of an excess capacity to produce 
frequently results in costs which 
exceed the credits arising from sales 
and other revenue sources. If the 
operators had applied additional in- 
crements of labor to their capital 
in the earlier period in order to 
increase their output, adjustment of 
the output to meet the declining 
demand of the later period would 
have necessitated a similar adjust- 
ment in the costs of their output. 
Such a procedure, however, was 
rarely followed by the members of 
the industry, for additional incre- 
ments of capital were usually added 
to a relatively fixed supply of labor. 
Once the demand for the product 
had decreased, the operator could 
not adjust his costs altogether 
merely by “firing” labor, since this 
factor represents about 60 per cent 
of the cost of production. Further- 
more, capital costs are peculiar in 
that they continue unabated, often 
at a faster rate and higher amount, 
even when capital equipment is 
standing idle. 

The attempt to increase output, 
however, cannot be held responsible 
for all the increased investment in 
machinery and equipment, with the 


| OPINION AND COMMENT 


ittendant problem of uncontrollable 
xed costs. In part, the emphasis 
Maced upon capital equipment was 
lue to attempts by operators to be- 
some less dependent upon labor. 
Strikes, walkouts, and an often 
nadequate labor supply had led the 
»perators to seek a substitute in- 
strument of production. Moreover, 
he current cost of labor was often 
~reater than that of in increment of 
capital goods with an equivalent 
yutput. It would be reasonable for 
management to base its decisions on 
uch a comparison of costs, pro- 
ided the capital goods would con- 
ae to be useful; a large capital 
nvestment, however, involves an 
mherent lack of adaptability to 
ductuations in production demand, 
and gives rise to an element of fixed 
sost. If the ratio of labor to capital 
is high, the operator can adjust 
nis productive capacity to actual de- 

ands with relative ease and suc- 
sess. Moreover, under such circum- 
stances the relationship between the 
incident costs and the revenues from 
yperating and non-operating activi- 
‘ies will be closer. 

Since capital goods suffer losses 
of service life due to the causal 
composite of use and the mere 
passage of time, the expenses 
chargeable thereto bear little or no 
-elationship to the revenues which 
nay have resulted for any particular 
iscal period. They are relatively 
ixed, yearly costs which emerge 
just as surely in a period of non- 
yroduction as when revenues are 
yeing derived from the production 
9f coal. Furthermore, examination 
»f a number of financial statements 
ndicates that such costs often rep- 


resent a sizable deduction from the 
revenues and non-operating credits 
of the company. Also, the size of 
such depreciation charges had in- 
creased through the 1920’s. Aban- 
donment of properties and the writ- 
ing down of original costs against 
previously acquired or created sur- 
plus has resulted in a decrease in 
depreciation charges in recent years. 
It must be noted, however, that a 
writing-down process cannot bring 
about a reduction in capacity to 
produce; it merely recognizes a loss 
in dollars, without “altering the fact 
that the industry has the capacity 
to produce more than will be de- 
manded. For the most part, such 
charge-offs occurred only when a 
surplus existed against which they 
were applied. In a few of the in- 
stances observed, capital reorganiza- 
tions were carried out; these were 
too few to warrant the drawing of 
general conclusions. Such a pro- 
cedure seemed merely to expedite 
the charge-off, for a surplus was 
created to absorb the capital loss. 
Such measures may be condemned 
as “financial finagling.” Yet, if it 
is recalled that such write-offs are 
attempts to restate unamortized 
monetary costs rather than capaci- 
ties to produce, little criticism can 
be leveled at the management of the 
industry. Moreover, the deprecia- 
tion charge is in essence an alloca- 
tion of a cost rather than of the loss 
of production capacity. Losses, in a 
cost sense, may have resulted, but 
the remaining service life may con- 
tinue to contain an excess capacity. 
Cost losses and capacity losses are 
synonymous only when abandon- 
ment occurs. In a cost sense, a loss 
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is fundamentally a problem of ac- 
counting, whereas in a_ capacity 
sense its solution is dependent upon 
economic considerations. 

Another characteristic feature is 
present in an industry which has 
rather inflexible costs and unused 
practical capacity. Since these costs 
continue at a rate and amount in- 
dependent of production, there is a 
tendency for management to reduce 
the asking price in order to increase 
the tonnage output. An increase in 
tonnage output usually results in 
an increase in the amount of sales 
revenue (though revenue per ton 
decreases) against which these fixed 
costs may be applied. In this way 
unabsorbed overhead may be re- 
duced. Moreover, if a substantial 
part of costs are fixed, operators 
will continue to produce so long as 
the resulting revenues cover all the 
variable expenses and a portion of 
these fixed expenses. Also, man- 
agement is greatly interested in con- 
verting the fixed capital into circu- 
lating capital, and therefore 
production usually continues even 
though only a part of the fixed costs 
is being recovered. Economic and 
financial capital may be lost, and yet 
dividends be continued so long as 
there exists earned or created sur- 
plus to bear these losses. 

To summarize, the preceding dis- 
cussion has indicated the following: 

1. The Illinois coal industry enjoyed 
an increasing output until 1920. 

2. Since that year, its output has 
decreased. 

3. The demand present in the earlier 
period caused the industry to make 
large investments in capital goods 
rather than increase its use of the 


labor factor in order to keep pace with 
the increasing demand. 


4. At present, Illinois producers are; 
laboring under an excess capacity tot 
produce. 

5. The costs of their equipment are 
relatively fixed. Oe 

6. Because these costs are relativelll 
fixed, operations continue, even though} 
only the variable expenses and part of 
the constant costs are recovered. | 

7. Management has attempted  to| 
restate the depreciation charge for the 
fiscal period by writing down the 
original cost and applying the resulting' 
debit to an existing or created surplus. 

8. This attempt to reduce the cost 
decrement to be applied against the 
income for the fiscal period has merely 
restated the unamortized cost of the 
fixed equipment, but not the” capacity 
of the remaining service life of the 
equipment to produce coal. 

Hindsight is usually better than 
foresight; in this respect, a critic 
may have the advantage over the 
management of the industry. Yet 
it seems that management should 
have realized the lack of flexibility 
and adaptability of a fixed capital 
investment to probable fluctuations 
in output and demand. It should not 
have assumed that the demand for 
Illinois coal would continue to in- 
crease or, for that matter, even 
remain constant. Careful analysis 
might have indicated that Illinois 
coal could compete for only a re- 
stricted demand, and for that on a 
strictly price basis. The inherent 
disadvantages of Illinois coal and 
the acknowledged superiority of the 
Eastern and Southeastern coals ad- 
mit of no other conclusion. But the 
mistake was made, and the task now 
is to mitigate its effects so far as 
possible. 

Writing off the original cost and 
applying the charge to a surplus 
either existing or created do not 
deny the existence of over-capacity. 
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or eliminate its presence. Aban- 
ionment merely “drops the hot 
otato.” Management is deeply con- 
erned with showing a yearly profit 
nd securing assets suitable for dis- 
ibution, and these purposes often 
vershadow its other duties and 
esponsibilities. If the owners and 
he public in general realize what is 
‘eing done when original costs are 
‘bsorbed by an existing or created 
urplus, management should not be 
ondemned for this procedure. But 
uch write-downs are often buried 
o financial statistics which are 
ither unavailable to those inter- 
sted, or not readily understood by 
hem. Alterations in assets and 
imilar changes in equities, if prop- 
rly carried out, are above reproach, 
or they testify to the overstatement 
f values, admit errors in judgment 
yy the management, and evidence a 
estoration of the business as a 
ounder financial entity. They do 
10t, however, deny the existence of 
jasic economic weaknesses nor make 
food losses of economic capital. 
fruitful operations are the only 
neans of regaining the capital in- 
rested in fixed equipment by an 
ndustry or an economy. Mere re- 
tatements of the financial condition 
f a company cannot return its 
conomic capital; as the English 
Ourts have said, “it is sunk.” 

“If the Illinois coal industry had 
dded further increments of labor 
0 its capital in order to increase its 
utput, the current operating costs 
vould have been relatively larger. 
Yn the other hand, the investment 
a capital goods made the current 
osts less, but a decreased demand 
nd the fixed-cost feature of such 


an investment now combine to haunt 
present-day operators with “con- 
stant” deficits. Since management 
gladly enjoyed the fruits of the 
combination of labor and capital 
goods in the earlier period, it must 
now suffer the consequences of 
over-indulgence. 

It should be noted in passing that, 
from a social viewpoint, investments 
in capital goods rather than the 
hiring of additional manpower 
shifted the idle-capacity costs to the 
industry. If management had ex- 
tended its labor demand beyond the 
effective supply, the number of 
miners now unemployed would have 
been larger. Moreover, since an in- 
dustry with a large labor factor in 
its production equation has rela- 
tively flexible costs, management 
could have curtailed its output 
earlier and to a greater extent. 
Since the unemployed also have to 
eat, the relief rolls and our social 
costs would have been even greater 
than at present. Although manage- 
ment may have misapplied economic 
capital, it must be given credit for 
having absorbed in part the social 
costs. Which is the greater evil, idle 
machines or idle men? This ques- 
tion would give rise to divergent 
opinions, depending upon whether 
social or economic values are con- 
sidered of the greater significance. 

With circumstances as they are, 
the Illinois coal industry may have 
to struggle for a number of years 
with small profits, or even losses. 
In the meantime, the producers may 
attempt to recover, by means of 
depreciation charges placed upon 
smaller revenues, the capital sunk 
in excess equipment. | 
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